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ABSTRACT

How are contracts among firms enforced in an economy in transition? Such economies
are largely without a recent history of private property rights or of government enforcement of
commercial contracts. We examine this question through a sample of Bulgarian firms, for which
we conducted personal interviews. Firms were largely in the food processing and distribution
industry, and included private, state-owned and cooperative firms.

All firms tried to work closely with trustworthy counterparts, and were very cautious about
firms that might take advantage of them. Most firms had been “burned” by an excess of trust. We
were surprised to find that even basically spot-market contracts had a considerable number of
contractual problems. Failure to pay was very common, while failure to deliver and quality
problems occurred with suppliers. Firms engaged in a surprising amount of litigation, although
they did not expect lawsuits would be very effective. As a result, complex contracts were quite
limited. In some cases, this led to the breakdown of important markets.

The study investigates the most fundamenta institution of capitalism: the market. In a
survey conducted 3 1/2 years after shock therapy was applied to the Bulgarian economy, firms
were asked about their trading relations with other firms. We found a wide array of market
arrangements. However, market participants were very concerned with whether they can expect
their trading partners to fulfill agreements. This was true across types of firms and market-
arrangements. Many firms had early experiences with unreliable trading partners. Firms,
therefore, develop their market relations cautiously. Except where longer-term relationships have
developed, insist on up-front payments or forms of guaranteed payment which resemble letters of
credit.

If the legal system protected firms against serious losses, market relationships might be
less constrained. As the market economy evolves, the court system is also developing. Despite
managers perception that the legal system is clumsy and unresponsive, a surprisingly large
number of firms have cases pending. A few even received awards through legal action. Still,
economic agents largely rely on other methods to protect themselves from unreliable trading
partners.

Evidence from the survey supports Calvo and Coricelli’s (1993) view that a “trade
implosion” may have been an important factor in causing the sharp output decline in Eastern
Europe when the reforms were undertaken. They focus on the reduction in credit availability as a
key factor in explaining the fal in output. Survey participants described a severe constraint on
both trade credit and bank credit, due to information asymmetries.

Our survey evidence suggests that shock therapy can create an environment where many,
but not all, economic agents will learn rapidly about how markets operate. Initially. costly
institutional arrangements (that would be considered inefficient in a more stable world) are needed
as agents try to protect themselves. Sometimes these transactions costs are so high, as in financial
markets, that market failure results.

The questionnaire concentrated on the nature of trading relations between firms. The



study follows in the tradition of Coase (1960), Williamson (1975, 1985), and Klein, Crawford and
Alchian (1978) in focusing on transactional relationships to understand how economic activity is

being organized. Empirical studies which ask questions similar to ours have been carried out by

Ellickson (1991), Macauley (1963), Sako (1992) and Paley (1984).

Following Macauley (1963) and Ellickson (1991), it was our expectation that there would
be little litigation. The opposite was the case. Many firms we interviewed had gone to court or
contemplated going to court. The courts are crowded with commercial cases and backlogs are
long. Severa firms were also suing in foreign courts, although success there appeared to be very
limited.

There was a consensus among our interviewees, including some who were suing trading
partners, that court action was unlikely to bring redress. Several managers said that they did not
bother with the courts because they did not expect to be compensated. Since this is the genera
attitude, it is clear that managers do not depend on lawyers and courts to enforce their contracts.
The evidence of firms’ efforts to write self-enforcing contracts or to find trustworthy partners is
evidence for this claim, which may be restricting firms ability to develop.



Contracts in Bulgaria:

How Firms Cope when Property Rights are Incomplete

[. Introduction

The debate over the trangtion from centra planning to capitdism is often dtated in terms
of the speed of adjustment. Such opponents of “shock therapy” as North (1990) and Murreil
(1992) have argued that substantial institutional adjustments are required for successful change,
This sudy investigates the inditutiona innovations required in the mos fundamenta indtitution of
capitdiam: the market itsdf. In a survey conducted three and one-hdf years after shock therapy
was applied to the Bulgarian economy, firms were asked to describe their contractual dealings
with trading partners.

Semi-gructured interviews were conducted with thirty-six firms throughout Bulgaria The
interviews were concentrated in food processing and food distribution where there are a variety of
ownership types. state-owned, private, cooperative and newly privatized.

Firms reported a wide array of market arrangements. Yet the greatest concern of market
participants is whether they can expect their trading partners to fulfill agreements. This was true
across types of firms and market arrangements. Most firms had early experiences in the market
with unreliable trading partncrs. Firms, therefore, develop their market relations cautiously.
Firmstry to protect themsalves by ingsting on up-front payments or forms of guaranteed payment
which resemble letters of credit, until longer-term relationships have devel oped.

Ir the lega system protected firms againgt serious losses, market relationships might be
less congtrained. The court system isalso developing to protect contractud relationsin the

market. Despite firm managers perception that the legd system is clumsy and unresponsive, a
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surprisingly large number of firms have cases pending. A few even received awards through lega
action. Still, as long as the court system is costly and imperfect, economic agents will rely on
other methods to protect themselves from unreliable trading partners.

Evidence from the survey supports Calvo and Coricelli’s (1993) view that a “trade
implosion” may have been an important factor in causing the sharp output decline in Eastern
Europe when the reforms were undertaken. They focus on the reduction in credit availability as a
key factor in explaining the fall in output and point out that of the five Eastern European
countries studied Bulgaria had a particularly sharp credit contraction.” Survey participants
described a severe constraint on both trade credit and bank credit, due to information asymmetries.

Our survey evidence suggests that shock therapy creates an environment where many, but
not al, economic agents will learn rapidly about how markets operate. But shock therapy is dso
highly disruptive. Initialy, costly institutional arrangements (that would be considered inefficient
in amore stable world) are needed as agents try to protect themsalves from unrdiable business
partners. Sometimes these transactions costs are S0 high, as in financid markets, that market

failure results.

Outline of the Report

Since the actions of business firms are best understood in the context of general economic

conditions, Section Il provides a brief description of the economic situation in Bulgaria in June

1994 when the survey was conducted. This is followed by a more detailed description of the

economic conditions in the agricultural sector.

I Cdvo and Coricdli emphasze the tight credit policies in these countries. Yet
undeveloped credit markets can create the same outcome. If lenders cannot evauate risks

because of information problems, they will not make loans even when money is available.
See Tosovsky's (1993) comment on their article.
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To make the transactiona issues more precise, we focused our survey in one sector of the
economy. This made firms technology much less variable. Because we wanted to include firms
with avariety of ownership types, we chose to concentrate on the food processing and distribution
sector of the economy. Our survey includes state enterprises, private firms, cooperatives and
privatized state enterprises. AS the survey proceeded, some firms from outside this sector were
included to see if out earlier observations could be generdized. Siill, twenty-eight of the thirty-
gx interviews were conducted with firms in the food processing and distribution sector.

There are many specia conditions which have affected the agriculturd sector. The most
important are land redtitution with its impact on agricultural supplies, and price controls which
have not been totaly abandoned. In addition, food is a necessity, and many food products cannot
be easlly trangported long distances. This results in greater demand stability in this sector than in
the bulk of manufacturing.

Section 111 reviews the literature on contractud relations between firms. Section IV
describes the survey procedures used in the study. Since the movement to a market economy
requires significant adjustments in ingtitutional arrangements, in Section V we briefly describe the
gtuation before the reforms and the sorts of ingtitutional changes might be expected. Section VI
presents the survey results.

In conducting the interviews we often found that responses to more probing questions
were the mogt reveding. This is conggtent with Williamson's thesis that to understand the
contractual relationships between firms the study must be “microandytic.” Since details of
specific circumstances are important, it is difficult to summarize these results in statistical form.

Appendix B provides more detailed descriptions of the individud interviews, while Appendix C

includes a detailed set of answers to the questionnaire..



1. The Bulgarian Economy and the Development of the Legal System’

General Trends

The political revolution in Bulgaria took place in November 1989 with the peaceful
overthrow of the Zhivkov regime. In February 1991 shock therapy was applied, as price controls
were dropped on most goods and private trading activity was alowed. (Some prices of
agricultural products were gill controlled.) Because Bulgaria had insufficient reserves to maintain
a fixed exchange rate, the lev was dlowed to float. Bulgariais a smdl country and much of its
trade was with the former Soviet Union and the other countries of Eastern Europe. The economy
was severdly hurt when trade relations among these countries broke down. In addition the
previous regime |eft Bulgaria with large debts owed to European banks.

Output declined in 1989; the decline accelerated in 1990 and 1991, and then dowed in
1992 and 1993. Overdl the leved of output declined approximately 30% over this period. The
decline in state enterprise industrial production was even greater reaching about 50% of the 1988
production level at the end of 1993.° While a bottoming out of the downturn has been
anticipated, as of June 1994 there was no clear evidence of arebound. Nearly dl the state
enterprisesin the survey reported output levels that were far below capacity levels.

After prices were released in February 1991 inflation was aso high, exceeding 300% in

199 1. In 1992 consumer price inflation was approximately 80%. It declined to approximately

65% in 1993, but increased again in early 1994 with the implementation of aVAT tax in April

¢ For a more complete description of economic conditions in Bulgaria see World Bank
(1993) and OECD (1992).

3 These figures were taken from Bartholdy ( 1994).



and asharp fdl in the exchange rate vaue of the lev.

The high rates of intlation have forced nomina interest rates aso to be high. Interest
rates on bank credit have been in the range of 60 to 80% throughout the period. With these high
nomina rates severd managers in the survey have clearly learned about the relationship between
time and money. Even for those enterprises which had access to credit, borrowing was seen as
extremey cogtly. Trade credit advanced by others was considered very vauable, and inventory
control was seen as a way to protect profits.

In the summer of 199 1, a few months after most prices had been freed, the lev/dollar
exchange rate settled into the range of 16 to 17 lev to the dollar. At the beginning of 1992 the
lev climbed into the low 20's. For the next 20 months the rate only increased into the mid-20's
in spite of the very high consumer price inflation. In the late fal of 1993 and then again in
spring of 1994 the lev depreciated dramaticaly on severd occasions. During the interviewsin
June 1994 the lev was in the mid-50's. Under newly negotiated agreements the first large
payments on the national debt were to be paid to European creditors. People expressed concern
that the lev would move draméticaly again when these payments were made.

Government revenues had fdlen dramatically as the trangition proceeded. To shore up the
revenue base and follow European taxation standards, a value-added tax was passed in the fal of
1993 and put into effect in the spring of 1994. Several managers in the survey commented that
the tax had an effect and forced then to increase their prices.

Privatization has proceeded very dowly in Bulgaria. Retitution was the first method of
privatization. Many buildings, including houses, were returned to ther origind owners. Farmland
and farm animal's, equipment and buildings are dso being restituted, but this process has been
much dower than originaly anticipated. Many Bulgarians owned their gpartments before 1989.
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Under pressure from the World Bank, a privatization act was passed in the spring of 1992.

Under the act, the principal method of privatization was cash sde of enterprises by negotiation or
auction. Rdlatively few enterprises had been privatized. The government findly passed
amendments to the privatization act during June 1994 caling for mass privatization usng
vouchers. At the time of the interviews details of these new procedures had not been

disseminated, although some of the business directors we interviewed expected that the mass
privetization might affect them. The privatization plan was ddlayed further after the Berov
government resigned and new elections were held in late 1994; the project is just getting under

way in May 1995.

The Agricultural Sector

The movement towards a market economy has led to dramatic changesin the agricultura
sector. The most Sgnificant movement has been the redtitution of land. As part of this process,
liquidation councils were cregted to didtribute animals and equipment among agricultural workers.

The result of this process has been the breskdown of exigting agricultura inditutions and
agroping towards new inditutional arrangements. Many of the problems are related to the small
Sze of the production units that have resulted from this process. It seemed clear to us that there
was a need for these small unitsto join together for more cffrcicnt production. The speed of land
retitution has also been a problem. For many reasons the process has been much dower than
originaly anticipated and has not been well coordinated with liquidation of animas and
equipment. For example, farmers in some instances have obtained livestock before receiving
grazing land. As a result, many animas have been daughtered and herds are much smaller now.
All the milk producers we interviewed described the difficulty of obtaining milk now that there

are fewer cows.



Redtitution has dso lowered the leve of knowledge of people working in agriculture.
Much farmland has been returned to people who live in cities. Farmers are required to do
different tasks than they did in the pag, in particular those who now are independent farm owners.
Several food processors we interviewed mentioned programs designed to provide technical
assistance to inexperienced farmers. Also, al farm operations must now act as independent
businesses rather than part of a huge state organization.

The dow process of restitution has caused other problems as well. There are three stages
of proceedings. Specid certificates give the claimant the right to work the land but not rent it or
sl it. Ownership certificates dlow the daimant to lease it, but not sdll it. Titles give the right
to sell. Feesto obtain title may exceed the vdue of theland.  Without title to the land, however,
it isdifficult to use the land for collaterd. In late 1993 only 805 titles covering 611 hectares had
been granted (USDA, Economic Stuation Report, 1993).

In addition to state farms, there were aso farm cooperatives during the Communist period.
Cooperatives exigted in Bulgaria before the Communist period, but their situation changed under
the Communists when they were more subject to sate control. In addition to farming, these
cooperatives were aso involved in other activities such as food retailing. For example, bread
soresin smal villages were generdly operated by cooperdtives.

With the trangition me cooperatives have changed. They are now independent of sate
control. In many ways they are operating as private labor-managed firms, making their own
decisions and paying dividends to their members. In several instances we surveyed cooperatives
that had chosen to split. The agricultural cooperative decided to operate separately from the retall
distribution  cooperative.

We adso spoke with people in cities whose land had been regtituted. In many instances the
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agricultural cooperatives had agreed to lease the land back from these people and continue to farm

the land. Because historically many people had been forced to join cooperatives during the
Communist period, there is bad feding about the cooperatives. Some people refuse to join
cooperatives today even though it means atempting to farm inefficiently smal plots of redtituted
land.

While cooperatives operate farms, processing and ditribution units, in other parts of the
food sector there is athree tier ownership pattern developing. Land is being returned to private
farming, but the dow privatization of state enterprises has left most food processing in state
hands. The retall digtribution and the exportation of food is now private. There are rdatively few
state-owned retail food stores now. Thus if one looks at the passage of food through the
production-distribution system, there are private agricultura agents sdlling to state-owned food
processing enterprises which are salling to private wholesale/retail companies.

An exception to this rule is in sectors where capital COSts required to start a processing
plant are smdl. Then entry of samdl firms occurs. The best example is baking. Many smdl
private bakeries have opened and are now competing successfully with the large state bakeries. It
was estimated by a specidist we interviewed that 65% of the bread is now produced in these
small bakeries. Even here, however, the pattern of movement of food from private sector to state
enterprise to private sector is ill present since private bakeries must buy their flour from state
cntcrprises.

In most productive sectors entry of new firmsis difficult because of the need for large
amounts of capital. Without new entry, state firms are unresponsive to customers  needs. For
example, we heard complaints about the forage industry. One firm determined that with improved

qudity of forage, profits could be improved by 10-14%. When it offered higher prices for higher



quality, state-enterprise forage producers refused to respond. They would not even consider
qudity clausesin their contracts.  Forced to buy forage within a constrained geographical region,
the firm which needed higher qudity forage was seeking funding to integrate backward into
forage production despite an acknowledged excess capacity in the region to produce forage. This
contrasts sharply with the state-owned bakeries which are now producing new varieties of bread to
fight the competition coming from the new private bakeries.

In February 1991 food prices were freed except for trade margin restrictions on fourteen
essentid items. This list was reduced to seven (bread, poultry, pork, ved, yoghurt, milk, and
white goat's cheese) in May 1992 (World Bank, 1993). We found evidence in our interviews that
margin inspections do take place, and fines are levied.

The price controls create perverse incentives. Since they control the percentage mark-up
after production is completed, they encourage traders to purchase more expensive items to trade.
In addition the same congtraints do not gpply to production. Some traders have found it
advantageous to carry out certain forms of production, such as bottling, where the controls do not
goply. Given the increased competition from new private traders, it is not clear why these margin
controls are useful at this point in the trangtion.

Despite avariety of controls aimed at keeping them low, agricultura prices have risen
sharply. Dry conditivns and the absence of good irrigation systems have caused serious declines
in agricultural production. The changes in the organization of agriculturd production described
above have caused reduced production. The fall in the internationd real vaue of the lev has
made the export of many agricultura products very profitable at traditiona prices. To try to
counter this, the government has imposed export controls on wheat and export taxes on meat and

milk (World Bank, 1993). It has prohibited the export of live animas at severa points, and
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placed controls on the export of white cheese.

Finally, as occurred in other sectors, many food producers logt customers from the
collapse of traditional trade patterns in the East European trading block. Some of these relations
are being slowly reestablished, but many food processors who exported in the past are producing
well below capacity levels. Some are looking to markets in western Europe, but they face serious
problems. For example, most fruit and vegetable processors have been producing canned products
(i.e., packed in glass jars). But this is now the smallest segment of the west European market,
after frozen, fresh and dried produce. While there should be a market for fresh Bulgarian produce

in western Europe, border crossing can cause serious delays and make timely delivery difficult.*

Development of the Legal System

Along with changes in economic inditutions, the legad system has been adjudting to the
new environment. Of specid interest to this sudy is how well the legd system supports the
enforcement of contracts.’

Under socialism, distinctions were made between contracts where state enterprises
interacted and contracts involving private parties. Civil codes governed practices in the private

sector. Furthermore, contracts were subordinated to the needs of the central plan. Most Eastern

4 Cloy Hamilton, a USDA rcpresentative in Sofia, suggested that air-transport is an
expensve dternaive that neverthdess might solve this problem.

5 The importance of contract enforcement is illustrated by Freeman (1991). He shows that
multiple equilibria are possble in contract enforcement. The essence of the two equilibria is
that if most agents fulfill contracts, it is worthwhile to punish those who do not. But if most
agents do not fulfill contracts, it is not worthwhile to punish violators. If the government had
aufficient “agenda control” power, it might be able to move the economy from the bad to the
good equilibrium, but this requires condderable credibility in the decison of the government
to help enforce contracts.
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European countries have expanded the use of the exidting Civil code and centra planning is no
longer important. In Bulgaria the Law on Obligations and Contracts of 1950 (amended in 1993)
which governed private activity is till the basis of the civil code. Grey (1993, p. 36) notes that
"[t]his |law reflects generdly-accepted civil law concepts of contract and thus has provided an
acceptable legal framework for private sector activity.”

An important eement missng from this law is the concept of bankruptcy. when the
interviews were carried out in June 1994, a new bankruptcy law was being considered by the
Parliament. This law was later passed. Internationa lending agencies were putting heavy
pressure on the Bulgarian government to pass a bankruptcy law (and mass privatization
amendments to the Privatization Act of 1992). Before the new bankruptcy law was passed, the
prevailing procedures were defined under Decree 56. Decree 56 was passed in 1989 before the
overthrow of the Zhivkov regime. It reflected an environment where the State was expected to
bal out state enterprises. The Decree makes it difficult for creditors to begin bankruptcy
proceedings (Gray, 1993).° However, it is possible to go to court to collect payments and seize
assets.

However, civil courts are clearly available to carry out the rlatively straightforward tasks

of assuring adherence to payment terms. Thisis the issue of greatest concern to most firms we

interviewed. Thecourts had difficulties when the number of commercia cases soared after 1991;

¢ Note this is in sharp contrast with the Hungarian Stuation where a forceful bankruptcy
act is playing an important role in the restructuring of the economy.

The absence of a bankruptcy law does not mean that al state enterprises are remaining
open. As one businessperson told us, when enterprises can no longer pay their bills, water
and dectricity are eventudly shut off. Workers who are not paid leave. The plant can no
longer function. The director Sts in his darkened office, and the remaining security officer
(paid by the police department) is left sanding at the gate.
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lawyers we interviewed clamed that these problems had diminished, but our business interviewees
were skeptica about the efficiency and speed of the court system.

In addition to the development of the courts, the Chamber of Commerce has been
ingrumenta in establishing arbitration procedures. Internationa arbitration agreements employing
international conventions are being used in Bulgaria. Arbitration procedures can be used to settle
disputes between Bulgarian and foreign firms and between Bulgarian firms. The decisons
reached by arbitration can be binding and enforced by the courts.

At present there are large backlogs in the courts, and the judges have limited experience in

commercid cases. On the other hand, the arbitration courts are underutilized.

l1l. Literature Review

The questionnaire concentrated on the nature of trading relations between firms. As such,
the study follows in the tradition of Coase (1960), Williamson (1975, 1985), and Klein, Crawford
and Alchian (1978) in focusing on transactiond relationships to understand how economic activity
is being organized. Empirical studies which ask questions Smilar to ours have been carried out
by Ellickson (1991), Macauley (1963). Sako (1992) and Paley (1984). We would also like to note
important historical studies by Lamoreaux (1991, 1994). Other studies worth noting include
Hackett (1994), Wiggins (1990), Clague (1991), Freeman (1991). Rubin (1993), Casson (1991),

Smith and Schnucker (1994), and Tourevski and Morgan (1993).7

7 Wiggins (1990) develops a model of incomplete contracting, showing how when firms
are andl, contracting can be more efficient. In contradt, large firms have some more difficult
incentive problems, as it is difficult to assure proper incentives (based on bonuses) since these
incentives can adways be changed. The essence of the problem, Wiggins shows, is the timing
of the different parts of the ded. Ownership of an asstt is a credible commitment for
carrying out an action, producing a product that will be examined and sold only after
production.
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Williamson is concerned with how transactions costs will influence indtitutiona

arrangements. He argues that in a market economy inditutiond innovations will occur which will
reduce transactions costs. Since the ingtitutionai arrangements under central planning were very
different from the indtitutions needed for a market system, great changes should be anticipated
once market forces are alowed to operate.

Williamson separates governance mechaniams for transactions into three kinds. In the first
there is little dependence between the transacting parties. Competition is an important mechanism
for sttling disagreements since the parties can turn to aternative sourcesiif they are dissatisfied.
Spot-market transactions are satisfactory. In many other transactions “hilateral dependency” is
present. Spot markets are inadequate for coordinating activity between agents and sophisticated
forms of dispute resolution are needed. When bilateral dependency is moderate, long-term
contracting can be efficient. As the levd of bilaterd dependency grows, hierarchica control is
more efficient.

The mogt difficult type of governance system to support is long-term contracting. Both
parties to the contract are “vulnerable” because of bilateral dependency. Contract law takes on
increased dgnificance in these setting, but other, private means, of dispute settlement are dso
important. If these contractua support systems are not present

viable middle range transactions will flee to one of the poles -- by moving to the spot

market (attended by the sacrifice of asset specificity and resuiting loss of productive vaue)
or by moving to hierarchy (with the added bureaucratic cost load). A high-performance
economy will support transactions of ail three kinds rather than force polar choices... The
qudity of an economy’s contract laws and enforcement efforts (including its
permissiveness, or not, toward private ordering) can thus be inferred indirectly by the
evidence on hybrid contracting (rather than directly, by examining the laws and the
qudifications of the judiciary). (Williamson, 1994, p. 18)




14
Thus the complexity of observed contracts can provide evidence on the transactiona

efficiency in an economy. There may be other congdraints in the Bulgarian case, however. After
the break UP of many large state cntcrpriscs in Bulgaria, “fleaing to hierarchy” may be
circumscribed, athough less so for private firms. This could be another form of inefficiency snce
firms may be forced into using long-term contracts when hierarchy would be appropriate given the
governance support for long-term contractual relations. In addition, Clague (1993) emphasizesthe
importance of effective government in enforcing contracts, Bulgarian courts and police have not
traditionally had any experience or capacity in helping the private sector enforce contracts.

Klein, Crawford and Alchian (1978) emphasize that the problem of reneging on contracts
isimportant only when there are “ gppropriable specidized quasirents.” When these exig, vertica
relations, such as asingle firm, are generdly advantageous. They aso note that market power is
pervasive, but bilateral market power will tend to lead to verticd integration. They argue, using
examples, that a legaly enforceable contractual solution is not feasble. Any solution must be
enforced by _economic power.

Economic enforcement can be developed by placing assets in the hands of the party which
vaues them mogt. For example, assets that are particularly valuable to one party (such as
orchards) may be leased to that party. Socid ingtitutions, such as close-knit club memberships,
create complex ties that enforce contracts, since members are expected to continue to interact with
other members. (See Fudenberg, Holmstrom and Milgrom (1990) for a more forma andysis of
contracts based on repeated play.)’

Ellickson (199 1) studies the application of Coase's cattleman-rancher example of

¥ This point has recently been developed further in the literature on banking and credit
(Lamoreaux 1994).
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contractual solutions to property rights problems by interviewing people in Shasta County,
Cdifornia. He discovered that community norms devel oped to solve such cattle-rancher problems
as trepass, outside of court. The outcomes from gpplication of these norms were quite different
from the legal remedies, and inconsstent with people' s actua legd rights. People rardly resorted
to the use of lawyers or courts except in cases where motor vehicle accidents occurred and people
driving the car were from outside the community. From his study Ellickson develops a thesis that
“members of a close-knit group develop and maintain norms whose content serves to maximize
the aggregate welfare that members obtain in their workaday affairs” (p. 167)

An important problem in countries going through the transition is the changing nature of
relations between economic agents. For example, under central planning it was not important if
suppliers were paid. Managers were rewarded for fulfilling the dictates of the plan. When
monetary exchanges replaced plan directives, there were no existing norms within the business
community regarding appropriate behavior for the new circumstances. The large arrearsin
payments between firms that surfaced during the trangition period in many countries represented a
continuation of past practice.’

Few Bulgarians have much experience working in markets. Some people who had

internationd trading experience (usudly with the specidigt foreign trade organizations) could use

% Smith and Schnucker (1994) examine the decision to extend trade credit to customers.
This problem is one faced by -most of the larger firms we examined in Bulgaria. They find
that many firms “engage factors occasonaly as lenders ex_post to meet short-run financing
needs.” We dso observed some firms that engage in the more narrowly defined business of
factoring, particularly involving foreign trade. For their large U.S. sample, around 20% of
firms in manufacturing use factors, with a smilar share in the food industry. However, only
13% of firms in wholesde trade use factors. Two thirds of the firms using factors are
involved in foreign trade. Around 80% of firms in both manufacturing and wholesde trade
offer customers trade credit. Explanations for factoring center around standard Williamsonian
transactions costs.



16

this experience and apply it to the new situation. But even for these people, the environment in
Bulgaria is not quite the same as in the international arena.  International traders had been dealing
with people with extensive experience in market relations. Within Bulgaria, many people had no
market experience at all before 1991.

Macaulay (1963) interviewed American businessmen, largely in manufacturing and
machine-building, regarding their contractual relations with other business people. He found that
most purchase agreements were considered to be orders, not contracts. Not taking delivery was
not considered a violation of the contract. Careful detailed contracts were often considered
inappropriate because “planning indicates a lack of trust and blunts the demands of friendship,
turning a cooperative venture into an antagonistic horse trade.” (p. 64) Businessmen preferred
keeping lawyers at a distance. Court action was generally reserved for situations where the
monetary stakes were high or the firm expected to terminate a business relationship.

Macaulay reported that in most instances "[bloth business units involved in the exchange
desire to continue successfully in business and will avoid conduct which might interfere with
attaining this goal.” (p. 63) To promote this continuity, norms developed where "[c]ommittments
are to be honored in amost al situations, one does not welsh on a dedl...One ought to produce a
good product and stand behind it (p. 63) A man's word or handshake is seen as binding as a
written  contract.

The business environment Macaulay described was largely the purchase and maintenance
of large pieces of machine-building equipment, such as milling machines and presses. In generd,
the firms expected their counterparts to be in business for a long time, and the specific buyers or
salesmen cxpected their counterparts to be in their positions for a long time. Thus, the

environment was stable and conducive to stable business relations.
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The environment Macaulay describes contragts sharply with the environment that existed
under central planning where commitments and rewards came from the central planning hierarchy,
not trading partners. Furthermore, the norm that Macaulay described “to produce a good product
and gtand behind it” reflects an environment where quality and service are respected and
marketing your product is crucid. In the centrd planning environment where supplies were
scarce, quality tended to be poor and there was no need to market products since the plan
determined where output should be sent.

Macaulay’s study raises a number of questions regarding business relaions in Bulgaria. If
business firms rardly go to court in the U.S,, what will firms do in Bulgaria where the court
system appears much weaker? Are businessmen confident that trading partners will honor their
commitments? Do business people have an expectation of long-run relationships, or do they
expect these to develop over time? Will businessmen feel the need for detailed contracts or will
this be considered a breach of trust? As western goods appear in stores and many enterprises
suffer as the demand for their goods drop, how will business relations adjust to the new demands
for higher quality?

Some of these questions have been addressed in the context of the Russian trangtion.
Tourevski and Morgan (1993) describe the “business culture” of Russa, showing differences with
the U.S. For example, “Americans rend to underestimate the typica inability of the Sovietsto
think dong legd lines, the extent of their mistrust of laws and rules, and their rdiance on
persond relationships. In the Soviet way of doing things, hardly any business can be developed
without persond ties (p. 188)." This source also emphasizes that businesspeople see the benefit
of business reations as an opportunity to take advantage of others. not to alow mutud gains from

business dealings.
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Rubin (1993) emphasizes the difficulty of relying upon legal enforcement of contracts in
transition economies. He argues that any transition economy will have difficulties in developing a
full-blown system of contract law, since any system of contract law requires a set of working
institutions and also common working understandings by businesspeople. A process of mutual
adjustment of expectations and understandings, and “evolutionary” process in some sense, is
required to develop these mutual adjustments. Rubin also provides evidence of substantial
opportunism in post-communist contractual relations. He reports cases “of the simplest forms of
opportunism. Firms in Russia sometimes take money and provide nothing; at other times, they
accept goods and then do not pay. Enforcement even in these cases is apparently difficult (p.
18)."

Rubin also notes that “even in developed countries, explicit enforceable (and enforced)
contracts are relatively unimportant for much exchange. To the extent possible (and it is a large
extent) businesses rely on agreements and do not use enforceable contracts...” He continues, “in
the U.S. 75% of commercia disputes are settled privately through arbitration and mediation,”
services available, but not yet heavily used in Bulgaria

In describing self-enforcement of contracts, an essential element is that each party must
benefit from transactions, and this gain must be greater than the gain from cheating. Rubin notes

that this concept of conceding to one's partner a significant profit as a matter of policy is unusual

in Russia. Mutual hostages are also a possible mechanism.

Multilateral mechanisms, Rubin believes, are potentialy very important. Trade
associations and related groups, particularly when using arbitration, can be very effective here.
Reputation can also be useful, athough Rubin does not consider this particularly valuable.

Clague ( 199 1) argues that less developed countries are poor not due to a lack of capital,
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but due to the lack of proper contract enforcement and of the trading structure that would be used
more fully if contracts were adequately enforced. We should draw the lesson that contract
enforcement seen broadly is very important to the countries in transition eventually becoming
wealthy.

Technological factors are emphasized in Paley’s (1984) study of contracting for railroad
boxcars. Paley interviewed both rail carriers and shippers to determine how they contract with
one another. Specifically he was concerned with how they enforce contracts. He found a wide
spectrum of contractual forms depending on the degree of idiosyncratic investment needed to ship
the goods and the expectations about the future of the relationship. Where standard boxcars could
be used, agents depended on market forces to enforce contracts. At the other end of the spectrum
were chemical cars that could be used only with particular chemicals. The chemica companies
owned these cars, a form of vertical integration. Between these two extreme were situations
where rail cars could be modified for specific purposes. In these intermediate cases trust
relationships developed. Paley gives an examples where $1.5 and $2 million idiosyncratic
investments were made based on trust between carrier and shipper. These situations involving an
intermediate degree of specialization had the most complex contracts.

Sako’s (1992) study provides cross-cultural perspective on these issues. He compares
contractual behavior in Britain and Japan. Sako finds that the relationship between Japanese f{irms
are closer than between British firms. He distinguishes between arms-length bargaining which is
more common in Britain and obligational supplier-buyer relationships which are more common in
Japan. Obligational relationships create more mutual intcrdependence and as a result require that
parties trust each other more. With trust trade secrets can be shared and the firms can save on

monitoring costs.
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Trust plays an important role in Seko's analyss. He breaks trust down into three

elements: contractud trust where there is “mutual expectation that promises made are kept”;
competence trust where there is “confidence in a trading partner's competence to carry out a
specific task;” and goodwill trust where there are “mutua expectations of commitment to the
relationship resulting in much give and take.” (p. 242) Goodwill trust depends on a sense of
fairness which is understood by both parties.

But what exactly is meant by “trust”? Gambetta defines trust as

. .aparticular leve of the subjective probability with which an agent assesses that another agent or

group of agents will orm a particular action.... When we say we trust someone or that
someone is trusworthy, we implicitly mean that the probability that he will perform an action that

is beneficid or a least not detrimentd to us is high enough for us to consder engaging in some
form of cooperation with him.” (p. 217)

If “aparticular level of subjective probability” is needed for trusting relationships to form, how is
this level t0 be achieved? Dasgupta (1988), who has sudied trust in a game theoretic context,
sees trust developing through reputation achieved by repeated interactions. This contrasts with
Hackett (1994) who describes laboratory results that find conditions for attaining equilibrium for
an incompletely specified contract. Basicdly, despite anonymity and alack of repeated play for
individuds, the agents developed rules of behavior that are related to the amount that parties
invested in the reationship. The indication is that “rules of farness’ tha are actudly efficient can
develop even in the absence of repeated play.. Williamson (1993) suggests severd other factors
that could influence subjective probatilities: societa culture, politics, regulation,

professionalization, networks, and corporate culture. These are not always supportive of greater
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trust, as Banfield (1958) has pointed out in reference to culture. '’

Williamson emphasizes the importance of opportunism in business relaionships, where
individuals may use clever and unsuspected ways to benefit themsdaves at others expense. But
there may be degrees of opportunism, and “trust” may refer to cases where people expect that
others will not exercise the maximum degree of opportunism.”

These studies suggest that many factors play arole in the governance of trading
relationships. Because so many things are changing so quickly in Bulgaria, factors which might
contribute to trust building among economic agents are presently absent in the Bulgarian context.
This should limit the types of transactions which will take place. Because the movement to a
market economy in Bulgariais so recent, difficulties in establishing trading relationships are to be
expected. An dternative method of enforcing contract isto resort to Mafiatype methods.
Beyond the inherent dangers associated with such methods, they can be very inefficient snce they
depend on the relative strength of various groups (Greif and Kandd 1995). Weaknessin law

enforcement bodies does create the potential for such activity, however.

10 Casson (1991) develops a sraightforward model of culture as a factor in building trust
in business reationships. While Casson condders many cases in a smple game-theoretic
modd, the overdl idea is that when a climate of trust can be crested, busness will benefit
from al agents relying upon the expectation that others will act in accordance with their
promises.

" Williamson (1993) has questioned the use of the term “trust.” He argues that, except
where there are close persond relationships, to trust means that the economic agent has done
a caculated risk assessment of good and bad outcomes and has concluded that action is worth
the risk. He prefers the term “risk” rather than trust Snce he argues it is less ambiguous.
One would not use “trust” to describe a case it which it was obvioudy in the immediate

financid interest of dl parties to fulfil a contract--say, one buys a soda and pays cash.
Carswell (1993) has less difficulty with the term trugt if the author explains how trust comes

about.
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Still another method of enforcing contracts without recourse to law is the close-knit group.
This has been sudied in avariety of contexts, such as ethnic groups(Landa 1994, Gref and
Kandel 1995), city elites (Lamoreaux 1991, 1994), and zaibatsu. Lamorcaux (1991, 1994) gives a
particularly clear description. In early 19th century New England cities, a clique of businessmen
established a kind of informd group, typicdly including a bank. The members of the group had a
variety of separate enterprises, but the bulk of these were partnerships involving severa group
members. Loans were typically obtained from the bank, which was directed by the leading
members of the group. Thus, each group member was tied to the other members by aweb of
relationships. Falure to carry out commitments meant greet difficulties with the other members
of the group, and evidence of opportunism was sufficient to end a person’s business career
immediatdly.

Groups of this sort gppear to be flourishing in Bulgaria. There are press accounts of
group which has become known as the “G-13" (a take-off on the G-7 countries), which includes
investment banks and trading and manufacturing firms. Lending goes on among group members.
However, one member of the G-13 is well-known for its “wrestlers’ who reportedly enforce
contracts with mafiatype tactics and also discourage competition against G-13 members
(according to Bulgarians we interviewed).” Since summer 1994, this “group” has split up, and
most recently had seven members (Transition March 1995, p. 5).

Other Surveys of Businesses in Eastern Europe

While not related directly to our concerns, the World Bank has organized a number of

surveys of businesses in Eastern Europe that have some relevant findings. Two papers examined

2 personal observation of “bankers’ from one well-known investment banking firm
indicated very well-paid, powerful young men who liked to show off their physical strength.
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firms in St Petersburg. Webster and Charap (1993) examined new private manufacturing firms.

They conducted in-depth 3-4 hour interviews with these firms. They found that a considerable
share of private firms were closely associated with state enterprises asjunior partners, something
we did not observe in our sample of Bulgarian firms, but had heard about occasondly. Firms
averaged 63 workers. About haf of the firms had received loans, and about half of these were
from banks. Competition was reported to be less than in our sample, with one third of firms
reporting no competitors, and another third few. Firms largely made and received payments
through the banking system, despite its inefficiencies, dthough there were considerable cash
payments as well.

De Melo and Ofer (1994) interviewed a sample of private service firms in St. Petersburg.
A majority of these firms have ownership stakes in other private companies, a pattern we noticed
casudly in Bulgaria Severd firms were members of groups (p- 15). Some were connected with
banks, in order to obtain financing. High profits in trade were noted, but these were now
declining in the food business. *Financing patterns for firmsin . Petersburg were typica of
financing patterns for smal private companies esewhere in the world. Mogt financing a the time
of establishment came from the owners own resources, and most financing for subsequent
operations and investment came from interna profits” (p. 21) Thiswas aso true in Bulgaria, but
owners in Bulgaria seemed to believe that banks should provide them with loans. Most service
firmsin S. Petersburg had serious competitors. The lega system was criticized, with changesin
the law a big problem and backlogs in the courts noted. Some used government-sponsored
“arbitrage” (arbitration?) facilities. The bulk of transactions went through the banking system, but
there were considerable cash transactions, particularly for “under the table” reasons,

Webster and Swanson (1993) surveyed private manufacturing firms in the (then) Czech
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and Slovak Federd Republic in January 1992. The average number of employees was 42. Firms

were typicaly started by groups of friends and former co-workers (p. 28)."...two thirds of
entrepreneurs in the former CSFR had received |oans within six months of start-up (p. 32)."
Banks required consderable collatera, however. Firms had trouble collecting payments, and
some eventualy required cash payments up-front.

Frydman et. a. (1994) discusses privatization in Central/Eastern Europe. Mogt interesting
is the report from the survey that “credit from suppliers is virtudly unavailable for financing
working capita” in the Czech Republic, Poland and Hungary.  “Supplier credit is the usud mode
of financing retail businesses in mature economies, snce monitoring smal business is too codtly
for banks and other creditors in relaion to the size of the loan. Suppliers, on the other hand,
because of their ongoing reation with the retailers, are in a better position to oversee retailers
activities” (p. 70) “The absence of supplier credit in Eastern Europe is most likely due to high
interest rates coupled with the newness and trangtiona state of many of the relationships between
suppliers and new owners of retall establishments. The turmoil in the wholesale sector is
probably a contributing factor aswell.* (p. 70)

“Contrary to the concern of many Westerners, the respondents do not seem to be very
worried by difficulties with contract enforcement, but they do worry quite alot (especidly in
Poland) about “lega uncertainty,” by which they most probably mean the insecurity of property
entittements. (p. 73)”  In the survey, the following numbers of respondents noted “Lack of
Procedures to Enforce Contracts with Customers and Suppliers” as a perceived congtraint on their
activities: Czech Republic 11 of 97, Poland 7 of 99, Hungary 7 of 98. In the United States,
intentional failure w pay isacrime (fraud), and is actively prosecuted, but we did not see any

evidence of this occurring in our interviews (Wall Street Journa, April 26, 1995, p. B2).
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IV. Survey Procedure

In preparation for the interviews our team developed a survey form during Spring 1994,
The survey form was then trandated into Bulgarian.'* The English and Bulgarian versons of
the form can be found in Appendix A. During June 1994 interviews were conducted with thirty-
Sx businesses. In most Sate-enterprises the survey was conducted with the manager of the
enterprise (“Director” in Bulgarian) or the assstant director. In private firms, the owner or
manager was interviewed.

Sinceit would be easer to understand the common problems of a given indusiry, we
preferred to concentrate on one sector with a readily understood technology. Sinceitincludesa
variety of ownership types, we concentrated on the food processing and food distribution sector.
We aso decided to include some firms from outside this sector to see if our earlier observations
could be generdized. Twenty-eight of the thirty-six interviews were conducted with firms in this
sector.”

The sample of thirty-six firms was developed by contacts we had developed during
previous viststo Bulgaria.  This differs considerably from the techniques used in World Bank
studies of firmsin Eastern Europe and the former Soviet Union. For example, Webster and
Charap (1993) in their study of private firmsin S. Petersburg went through registries and then

interviewed firms which responded to |etters. While our method of sdecting interviewees creates

13 We designed the survey using standard techniques for “semi-structured surveys.” See
paticularly Devereaux and Hoddinott (1993), which emphasizes difficulties in obtaining
sensitive information, and suggests ways to gain the confidence of businesspeople.

* The Bulgarian version was then trandated back into English to check accuracy of the
content. The survey form was also tested in six preliminary interviews before the arrival of
the interview team in June.

5 Others were in tourism, trading, and manufacturing.
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biases in the sample, it dso created a more open environment for conducting the interviews. The
amosphere in dmost al the interviews was extremely cordial.'® We were accompanied to all
intcrvicws by a Bulgarian who was at least indircctly acquaintcd with the person to be
interviewed, which helped with creating afeding of trust. Responses appeared to be honest and
graightforward (indicated by the numerous times they brought up errors or problemsin the
operation of their busness). Most interviewees were comfortable answering the questions.
Probably this was because the questions dedlt with how they engaged in trading relations rather
than the financia condition of the firm. Managers were being asked to describe in large part how
they would dea with common business problems, something they probably discussed regularly
with other businesspeople.” On severd occasions when a question touched on a sengitive issue,
the interviewee smply declined to answer. Of the thirty-ax interviews, thirty-three went
extremdy well.'®

Because of the selection technique, there are biases in our results. For example, we were

shown more privatized firms than we would have found in a random sample. We aso suspect

16 One interview began with the person expressing concern about giving out financial
information because of mafia activity. About two-thirds of the way through the interview, he
volunteered that it was a pleasure to talk about his business to someone who was not trying to
take advantage of him.

7 In the U.S, €ffective ways of deding with these types of problems is the common
subject of busness conversation, both among friends and at.such occasions as Rotary

luncheons.

8 The three problems were as follows. In a smdl private firm, the person did not
understand many of the questions being posed. In one state-enterprise there were two
representatives in the room.  One person carefully watched the other person respond. The
amosphere was reminiscent of the Communist era when speskers were often watched during
presentations or interviews. In a third case the interview was very tense from the beginning.
The tenson eased as the interview proceeded, but there were inconsistent responses to severa
guestions.
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that we saw a higher proportion of successful firms than arandom sample would have generated.
(Our contacts wanted to show us successful business operations rather than failing businesses.)"
This bias would have been more important if we were studying the success of Bulgarian
businesses rather than their inter-relations. In terms of possible digtortions in the results, it is our
sense that the openness of the interviews more than compensated for this sample bias.

The interviews lasted, on average, gpproximately an hour and one-half. In most cases
there were four people in the interview team, which included two investigators, an interpreter and
a notetaker. When a notetaker could not accompany the team, a tape recorder wasused.” In
some of the later interviews, only one investigator took part. The interviews began with one
investigator giving a brief description of our team and its background. Then the interviewee was
asked to describe his or her business. (Here we were following customary Bulgarian etiquette.
We would aso be served beverages at this stage.) The manager was then asked to sign the

release form, and then we proceeded to the questions from the survey. Many responses were far

more elaborate than the choices provided in the survey document. As the survey proceeded, the
investigators asked additional followup questions o elicit more microanalytic details about the
operations of the specific firm. Thus, if a manager mentioned a problem in enforcing a kind of

contract, we would ask a series of questions to come to understand the reasons for the problem

¥ Sill, we iaterviewed a number of state enterprises that were producing at a small
fraction of capacity and/or admitted that they were doing poorly.

2 The interpreter and notetaker were people trained in economics and business. Despite
initid concerns on our part, it turned out that only one interviewee objected to the use of the
tape recorder.

Before beginning the interviews we requested that the interviewee sgn a
confidentiaity agreement required by U.S. law for interviews with human subjects (see
Appendix B.) As this was a very unusua request in Bulgaria, we were concerned that
managers would be hesitant to sgn this statement. On only two occasions was this a
problem. In both instances it was resolved amicably and we received the required sgnature,
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and the manager’ s method of dedling with it. The survey form was not followed drictly in its

entirety as circumstances sometimes required changes, but the interviews followed a pattern where
most questions were almost aways asked.” Itis, therefore, possble to compile Satistical results
on mogt, but not dl, questions.

In addition to our formd interviews, we consulted with a number of experts on Bulgarian
conditions and laws. We spoke with a USDA representative, Clay Hamilton, about agricultural
conditions and problems of privatization. A representative of Land O Lakes provided
information on conditions in the dairy industry. Also, the executive director of the Chamber of
Commerce in a moderate-sized city described the operation of the arbitration system in Bulgaria
A Bulgarian and an American lawyer with the American Bar Association’s Central and Eastern
European Civil Education Project described the effectiveness of the Bulgarian court system in
dedling with cases of commercid law, and the Bulgarian lawyer in asecond interview aso
detailed procedures for assuring payment under Bulgarian law and court orders.

A banker with a mgjor Bulgarian bank described the procedures and principles of offering
loans. A representative agent for Dun and Bradstreet described the methods and extent of the

business of investigating other businesses to assure that they were reputable.

V. Institutional Change

A. initial Institutional Conditions

2 When managers gave the answers to some questions during their beginning
presentation, for example, we avoided answering the same questions again. Sometimes the
details of one question would give the answers to a later question. In severa cases, the firm
did not ded with commercid suppliers. or with commercid customers, so those questions
were  omitted.
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Several important characteristics of the Bulgarian economy under central planning defined
the initial ingtitutional conditions for the transition to a market economy. Since the economy was
organized as a hierarchy, the relations between economic units were similar to those found
between units of a large western firm. Instructions were given from the central planners to the
directors of enterprises to deliver output to specific firms. Inputs were also received by
instruction from the center. There was great continuity over time since enterprises could expect to
deliver to the same customers year after year and receive inputs from the same suppliers. Thus,
there were well-established relations between enterprises.

While the transformation of these hierarchical planning relations into corresponding market
trading relations seems logical, there were several difficulties which would have to be overcome.
When enterprises became independent profit-centered units within a market system, they no longer
shared common objectives. New agreements which reflected the new relations between
enterprises were needed. Many issues which had previously been resolved between the enterprise
and the center now had to be resolved between enterprises. Not only did decision-making
authority shift, but the central planners were no longer available as referees. The courts or the
market would now have to fulfill this function. So even in situations where managers of
enterprises knew one another, the relationship between them was redefined.

The movement away from hierarchical relationships has also created the possibility of
additional sources of supply and new customers. Since the movement of goods through the
production process is no longer dictated by the central planners, state enterprise managers can
now trade with new partners from either the state or private sector and with foreign or domestic
firms. This flexibility presents new challenges since trading with new partners means dealing

with people with whom the managers have not previously worked (although Bulgaria is small
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enough that in many cases the managers do know one other).

In hierarchical organizations, internal accounting systems monitor the movement of goods
between units, but this is not the sarne thing as money being exchanged in a market between
firms. Under centra planning a type of money (in the form of bank deposits) was used to
account for transfers between firms, but it was restricted in its use. For example, the money
could not be used to pay wages. When the transition began, many firms did not pay their
suppliers, and arrears quickly grew. In Bulgaria, as in other countries, the growth of these arrears
seems to have stopped (Baer and Gray 1994, Dobrinsky 1994). Suppliers no longer deliver goods
unless they are going to be paid.22 This suggests a recognition that the situation has changed
and that firms need new enforcement methods.

The difficulties in defining new relationships were exacerbated by the decision to break up
existing enterprises. Central planning encouraged the development of large enterprises so that the
economy could be more easily controlled. While the breakups of firms may have increased
competition, they also created many small new units which had to find new ways to interact with
one another. In contrast to a market economy where production units evolve to improve
efficiency or achieve market power. the decisions on breaking firms up were made centrally.®
Some of these new units might more naturally be combined.

Central planning created an environment of excess demand in which quality suffered,
Market systems are less tolerant of poor quality goods. Because Bulgaria exports close to-half its

production, this adjustment has been particularly difficult, for even if Bulgarians are tolerant of

2 The exceptions are deliveries to hospitals, schools and military bases.

3 In making these decisions the government seemed to have relied on the naive view that
the smaller the firm the better. For example, one power engineering firm was divided into a
planning and drafting unit, a research unit and a construction unit.
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low quality goods, it is difficult to export such goods to Western markets (which are essential
now that ex-socialist markets have collapsed).

The movement to market relations, therefore, created pressure for substantial institutional
change, Managers have more discretion to make decisions and define their interactions, but their
flexibility to merge with other units or privatize al or part of their enterprise is still severely
restricted. There is also pressure to produce high-quality goods and increase sales rather than just
increase production. This, along with excess production capacity and a fall in overall demand,
has greatiy increased the relative power of buyers compared to suppliers. Overal, firms face a

strong need to learn customers' demands and respond to them.

B. What Institutional Changes Might be Predicted?

Institutions create efficiency by routinizing tasks. Pressures for change face strong inertia
to maintain existing patterns. For instance, if firms have a long history of supplying certain
customers and receiving inputs from particular suppliers, it would seem natural to trandlate these
(hierarchically determined) relationships into market trading relationships. There are efficiency
reasons for maintaining these relationships as well. For example, many plants were built in close
proximity to their suppliers and customers. These enterprises are natural trading partners,
especialy where poor infrastructure limits potential transactions with other firms.

At the beginning of the trangition it is natural to expect that many old relationships would
develop initidly into bilateral bargaining sSituations. This is especialy true where firms have
actually been broken apart, but it would also be the case where relationships have a long history
and the two parties are driven together for efficiency reasons. |If asset-specific investments have

previously been made, the enterprise will suffer losses if old relationships are not maintained.
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Under these circumstances, either integration or long-term contractual agreements would lower
transaction codts. Integration, however, is not an dternative if enterprises have been purposely
broken apart to create competition and mergers are not permitted. Long-term contracts present the
most difficult governance problems since they involve complex agreements to work together in an
uncertain future (Williamson 1994). Long-term contracts would be especidly difficult to sustain
in an environment where the trading partners find their relationship has been redefined by the
switch to the market. Sincethey aso have had limited experience in a market environment. it is
difficult for them to foresee the contingencies they will face in along-term contract. Inditutions
that support contracts, like the courts, are aso feeling their way.

The aternative to long-term contracts or integration are transactions where there are few
ast specific investments, and amost no quas-rents will be lost if the relationship is broken. To
digtinguish this type of transaction from long-term contracts, we will refer to them as spot- market
transactions, athough they typicaly involve a series of fairly Smpie transactions over an cxtended
period of time. For indance, a contract in which suppliers promise to make severd ddiveries of a
standardized product will be classified as a spot-market transaction.?*

Williamson (1994) argues that a better test of transactiond efficiency than looking at the
operation of the courts is the observation of complex long-term contracts. In the Bulgarian
context where integration is difficult, the absence of long-term contracts limits the ability of firms
to produce Speciaized goods that will increase economic efficiency. We observed reletively few
complex long-term contracts. But a number of firms described cases in which the lack of such

contracts had led to large losses. On the other hand, there is a growing awareness of the

2 We have found that these arrangements are more complex than Williamson suggests.
Klein, Crawford and Alchian (1978) point out there can be many relationship-specific
investments even in gtuations which involve bascaly trades of money for goods.
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importance of maintaining good long-term relationships with trading partners. This is a result
which we did not expect before doing the survey.

Contrary to the standard view of spot market contracts, we found that even these contracts
can develop problems and lead to high transactions costs. Broadening the set of trading partners,
as many firms appear to be doing, brings protection against the vagaries of bilateral bargaining,
hut interaction with new unfamiliar people alsn has its hazards. Many of the problems described
by our interviewees are difficulties in implementing reasonably straightforward spot market

transactions.

V1. Survey Results

Table 1 presents the characteristics of the sample which participated in the interviews.
The majority of firms were in food processing and distribution. The others are in a variety of
other businesses. Our sample reflected the institutional arrangements that are now evolving in the
food processing/distribution sector. There are very few state firms ill involved in retail
distribution and there are relatively few private firms in food processing. There are cooperatives
involved in both food processing and distribution.  In many instances private farmers sell to state
firms which process the food. The food is then distributed through private retailers. We give a
more complete description of the individual firms in Appendix B. Since we promised
confidentiaity to the firms, facts that might identify them are omitted. Appendix C includes a

detailed set of answers to the questionnaire.
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TABLE |

Characteristics of Sample

Main Product or Service

Food production ......................... 19
Food distribution ........................ 10
Other ..o - 8

(induding tourism (2), shoe manufacturing, packaging, market
research, transport broker, sportswear, trading firm)

N= 36
Type of ownership

St 17
PHVAE ..o 11
COOPEratiVe ..o, 5*
municpa .. 2
joint-venture with foreign participation . . |
N = 36

(One cooperative reported to the Council of Ministers)

Food Industry Ownership Type
Processing  Didribution

SEALE. v, mw |
private ..o 3 5
COOPENatiVE ... 2 4
municpa...............oo 2 0
joint-venture with foreign participation.. 1 ... 0
N=2

(Some firms are involved in both processing and digtribution.)

Profitability

highly profitable.. ... 3
[CLOIT1F: o [ 24
not profitable ..o, 4
new firm ... 1
refused to answer.. ... 1
N =33
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Firm size

number of workers....... mean 277 ... median 145 N =30
sdes (millions of lev) . . mean 345 . . . median 80 N =28

Size Range

number of workers ... 1.2800  (excluding highest and lowest: 7 ~ 820)
sdles (millions of lev) .2.«5000 (excluding highest and lowest: 20 - 500)

Y ears in business

| B ST 9
58 e, 2
9-16.. oo, 3
17-24.. ... 5
25-32.. o, 4
X 7P 4
N =27
median ................ 16

Most firms in the survey reported that they were profitable. In part this reflects the fact
that conditions in agriculture are better than they are in many other sectors of the economy. The
responses to this question may also be biased, since no attempt was made to carefully define what
profitability meant. Another explanation is that this response reflects biases resulting from a
sample selection technique where people were more likely to direct us to more successful firms.

The magjority of firms had also been in business for a substantial period of time. These
were not “fly by night” operations. The median number of workers was 185. As we will see
below, these firms have gained experience in the market and-learned the importance of
establishing good trading relationships with their trading partners.

The reporting of the remaining survey results have been organized in terms of the
Williamson theory of contractual types. While al three types of relations - spot market, long-term

contracts, hierarchical reorganization « are utilized to solve transactional problems, our survey
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revedsthat the predominant relation is spot-market interaction. As Table 6 shows, alarge

mgority of firmsingst on up-front payments. We will therefore focus on how spot markets are
evolving. Spot market arrangements are improving, reducing transaction costs. Eventudly, as
these arrangements become more sophiticated, they should lay the foundation for more
widespread use of long-term contracts or long-term relationships of the type described in
Macauley (1963) and Fudenberg, Holmstrom and Milgrom (1990). We begin our presentation,
however, by describing situations in which hierarchical change and long-term contracts are aready

being observed and identify why they are not more widespread.

A. Hierarchy

If Williamson is correct, the constant change in organizationd structure that occurs when
firms merge, acquire other firms or sal off subsdiaries is a search for more efficient
organizationa forms. In Bulgaria, this kind of activity is aso taking place, but it is largely
confined to the new private firms and to cooperatives.

Before 1989 many cooperatives not only produced agricultural products, but also had retall
outlets through which these products were sold. The workers in these coopcratives have
effectively been given control over their firms. They are now operating as independent self-
managed enterprises. In severd interviews with cooperatives, we found thet the retail and the
production elements have split and are now independent units.

For new private firms, mergers and splits often relae to problems of obtaining sufficient
financing. (In many private firms persond reaionships are dso decisve in determining whether
partnerships form or bresk gpart.) Production units may merge with trading units which generate

more cash flow, in order to finance larger capita expenditures with dower paybacks.
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Alternatively, the formation of private banks supported by severa businesses can provide a means
of financid support for members of the group. That o much reorganizationd activity focuses
on financing emphasizes how difficult it is to obtain financing through capitd markets in the
present  environment.

Other interviews demonstrated how limited merger and acquisition activity is, however.
For example, one privatized state enterprise complained that the quality of an important input was
inadequate. The former Sate enterprise was frustrated in its attempts to convince the other firm to
improve its .quality. Even though the firm knew thét there was more than sufficient capacity to
produce thisinput in the region, it fill planned to build its own plant rather than purchase the
other firm (since the other firm could not legdly be purchased). Another example is a firm which
found itsdlf in a declining industry. The management decided to expand into production in a
related area. Rather than look for amerger partner, the firm built new capacity even though

excess capacity aready existed.

B. Long-term Contracts

While enterprises are finding it advantageous to maintain long-term relationships with
trading partners, their interaction tends to be a series of spot market trades rather than aformal
long-term contract as is frequently found in the U.S. (or Japan).

The most common long-term contractua relationship that we found in the survey wasjoint
venture activity with foreign partners. The principal motivation for Bulgarian firms is the

additional financing that foreign partners can bring. These relaions tended to be stressful and

3 Under Bulgarian banking law, banks are limited as to the percentage of assets that can
be loaned to one customer. By forming groups each member can obtain financing from the
bank and 4ill not exceed the maximum loan Sze.
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“difficult” for the Bulgarian firm. This tension may explain, in part, why foreign investment in
Bulgaria has thus far been so limited.

We also found a few other examples of long-term contracts. One firm that was receiving
extensive advice from foreign agricultural speciadists had formed a “closed circle” of feed grain,
meat production and marketing. Another state firm, a food processor, attempted to maintain close
control over its agricultural suppliers. The firm still purchased 90-95% of local production. It
lent money to local growers and provided fertilizer and pesticides, and viewed it as “immora” if
suppliers sold their output to other food processors. When asked what the firm did if a supplier
tried to sell to another firm, the intcrvicwce responded that the firm set out to convince the grower
of the importance of long-term relationships.

Anocther firm described several innovative arrangements for sharing its facilities. The firm
has a profit-sharing arrangement with a seed producer where the seed producer uses the firm'’s
land. This firm aso had a contract which had interesting arrangements for collateral. The firm
placed some of its sheep on the property of another firm in the mountains. In exchange the other
firm has henhouses on the property of this firm. The hens were viewed as collateral which could
be seized if something happened to the sheep in the mountains.

As this last example illustrates, policing and maintenance of long-term contracts is
difficult. This is why we observed so few. This last firm admitted that it had little confidence in
the court system. As can be seen from the example, it aso had limited trust in its trading partner.

Still, the firm was able to design a somewhat awkward but satisfactory contractual relationship.

C. Spot Markets

Where the level of asset specificity is low, simpler governance arrangements are possible.
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Still, there can be serious problems when markets just begin to form. We divide spot market
transactions into four parts. The first two apply to pre-exchange costs- 1) identification of
trading partners, 2) bargaining to reach an agreement. The last two relate to problems of

enforcement of the agreement-- 3) non-lega controls 4) court action.

1) Identification of Trading Partners

As firms shift from hierarchicd reations to market rations, they must identify worthy
trading partners. At the beginning of the transition it is not clear that business people understood
the vaue of reiable trading partners. It was our perception before doing the interviews that many
business people regarded long-term relationships as unimportant. The way to make money was to
make a quick deal where the profits were large and move on to the next ded with someone ese.

In contradt, firms in the survey, most of whom have been in business for two years or
more, emphasized the importance of trust. They try to find business partners who are rdiable and
then work with these partners on a continuing basis. Serious business firms understand the
importance of long-run relationships.

Finding good partners in the present environment is not easy. Many firms in the survey
sample had been taken in by *phantom firms’ which gppeared in great numbers during earlier
stages of the trangtion. These phantom firms went into business to obtain large “trading profits’
from a sngle big ded. Phantom firms take advantage of other businesses by failing to pay for
goods, or by receiving payment and failing to deliver.

While they may have been naive & firg, firms now protect themselves from such firms by
doing a careful evauation of trading partners and inssting on up-front payment terms.  For

example, the manager of severa retail groceries was asked what he would do if approached by a
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new supplier. He responded immediately with a list of four conditions that he uses to evauate
new prospective suppliers: 1) If the supplier offers a low price for a product in high demand, then
he is suspicious. 2) If the supplier agrees to al the terms that are dictated to him even if they are
disadvantageous to the supplier, again this manager is suspicious. 3) A clear time frame is
established for delivery to see if the supplier can meet the conditions specified; if the goods do
not appear, the manager breaks off relations with the supplier. 4) The manager never pays before
seeing the product.

With such a high degree of suspicion on both sides, the effort required to evaluate trading
partners is costly. Firms are making a significant asset specific investment in finding a reliable
partner (as in Klein, Crawford and Alchian 1978). Quasirents are logt if the trading relationship is
terminated. Since it is expensive to find new partners, there is a high probability that some
beneficia exchanges will not take place.

In this atmosphere, firms now understand how important their reputation is. Because it iS
very costly to find reliable trading partners, it is important to keep a good relationship with
existing partners. Indeed, as Table 2 indicates, almost al firms had a core group of partners with
whom they traded frequently. FFurthcrmore, their relationship with both suppliers and customers
was positive.

A good relationship with trading partners also makes it possible to obtain trade credit.
Most firms insisted on up-front payments in any new relationship, but- over time these conditions
were generally relaxed as people got to know one another better. Greater flexibility lowers
transaction costs in an environment where payment is uncertain and needs for cash are often

unpredictable. Trade credit is aso highly valued since nomina interest rates are so high.



TABLE 2%

Suppliers:
Core group of suppliers?

NO. . v K 1
N= 36

Proportion of sales from core group:

N=29

Rdationship with suppliers:

TUStWORY v, 21
hard bargaining............ccccoeeeeeee. 2
not entirely trustworthy.. .....cccce. !
(011 GO 0
[some mutiple responsesin the first two categories]
=26

Customers:

Core group of customers?

yes. oM i 32
NO...comeasmesnssossssusaessrorsen e |

N=33

Sales to core customers:

bow 25%. ... e 4
from25% t0 50%..............v s coeesnraenens D
from 50% 10 75%ueesesssrrirsrssssesemsenrees 6
above T5% ..o, 13
N = 26

Relationship with customers:

% Note that throughout the tables there are often multiple responses from a single firm.

41
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friendy . 6
trusStwor ty s 17
hard barganing ... 2
(0 1{Te:0 | A 0
correct  relations ..o 1
N= 21

The development of avariety of new market arrangements is asssting the search for new
trading partners and enhancing the efficiency of trading rdationships. For example, active
commodity exchanges for wheat now exist in Sofia and Dobrich. Forward contracts exist. Each
sde puts down 3% and the bourse holds this money. The money is forfeited if the contract is
broken.”” For more perishable commodities other arrangements are developing. A fruit canning
company described a market in which sdlers pitch tents and post pricesin a specific location as
the fruit is harvested. Buyers, like himsdlf, come with trucks in search of the best prices for good
quality fruit2®

An unintended side effect of the restitution program in agriculture is the sharp reduction in
the number of milk cows. Milk processors now have great difficulty in obtaining milk. Most
plants are operating well below capacity because sufficient supplies are not available locally.
Firms responsesto this problem were varied. At one firm the manager consdered the milk
prices he paid very high and could only justify them because of specid yogurts that the firm

produced. At another firm, commisson agents were paid to obtain milk for the plant. The

77 One large active trader stated that he would not bresk the contract even if the price
moved more than 3% because his reputation is on the line.
Prices on the exchange are denominated in points which are the equivaent of dollars.
(It isillegd to use dollars) The high and undable rate of price increases in lev, and the
ungtable internationa vaue of the lev, make “points’ more stable than lev.

% Rather than make purchases directly itsdlf, sometimes the firm employs agents to do
the purchasing for it. There is an incentive contract with the agent where the agent bears
some Of the cost of low quality purchases.



43

agents commissions were comparable to the salary earned by the director.

TABLE 3
Foreign Trade Activity

Do you purchase supplies directly from outside of Bulgaria?

YES. 1ot 9
sndl ornone..........ocooei 25
NONE .ot 5
[None is a subset of small or none|]
N=35

Do you sl directly to foreign customers?

) L= 12
NO tirrrririr 12
nothing & al ... 8
N =32

Identifying trading partners is made more difficult because of the importance of foreign
trade in a smdl country like Bulgaria. Even rdaively smdl firms engage in foreign trade; see
Table 3. In the past, most trade was carried out through foreign trading companies. These
trading companies il exist (dthough they have lost their former monopoly power) and many
date enterprises still employ them. There are also many new private trading companies which
perform SMilar sarvices. Three state companies in our sample which performed foreign broker

sarvices are clearly now experiencing intense competition. In some cases, former employees are

taking their knowledge and contacts with them to set up new companies which compete directly
with the existing sate firm. Sometimes a Bulgarian firm has had a long-term relationship with a
foreign company. These Bulgarian firms are now finding thet it is possible, in some ingtances, to

bypass the brokerage firm and deal directly with the foreign company.
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The Bulgarian press reports that private firms do not wish to trade with state firms and

that enterprises searching for trading partners treet foreign firms differently from domestic firms.
One of our strongest findings, shown in Table 4, is that these differences do not matter to firms.
Even though the response, “it does not matter,” did not gppear explicitly on the survey form, this
was by far the most common response. Firms want customers who pay and suppliers that are
reliable. Problems arose with dl types of trading partners. Severd interviewees gave examples
of problems with foreign firms where they did not recelve payment. One firm is chasing an
American “phantom” in Cdifornia  State and private firms can be both religble and unrdiable
partners. The one distinction that interviewees consistently pointed to was that state budgetary

units (i.e. schools, hospitals, military bases, etc) do not pay.”

*® This creates a dilemma Several interviewees said that they felt an obligation to deliver
supplies to these units in spite of their failure to pay because these units provide such
essentid benefits to society.  On the other hand, one firm said that he amply cut off
deliveries and was eventualy paid.

An important digtinction arose here between dtate enterprises and private firms.
Private firms could go bankrupt if they are not paid by aschool or hospital; Sate enterprises
and cooperatives seemed to fed that it was a community obligation to support units providing
these essential services.

Also, it appears that state budgetary units often do not have any money and so cannot
pay, due to the falure of Parliament or a minidry to act, so it was not the unit’s fauit.
People noted that sometimes the workers at these units are not paid, and the hospitals have no
medicines. These units do sometimes receive their dlotted budget late, and make partial
payments then.
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TABLE 4

Preferences for Trading Partners

Prefer to work with Bulgarian fims........................ 3
Prefer to work with foreign firms.................... !
Does not matter whether firm is Bulgarian or foreign 19
N = 22

Prefer to work with state-owned fims.............. R 1
Prefer to work with private firms......................... 2
Does not matter whether firm is state-owned or private..... 19
N = 22

Difficult as it may be in the present climate, Bulgarian firms are expanding their set of
customers and suppliers. Almost all firms relate an experience where they have been burned by
an unreliable trading partner. They arc now proceeding cautiously. As firms develop new market
arrangements and economic agents become more familiar with the workings of the market, this
should become easier in the future. For example, Dun and Bradstreet now has an office in Sofia
which can provide information on potential partners in Bulgaria and abroad. Firms often appear
to be members of informal groups, which share information on business partners. The economic
difficulties firms face give strong incentives to seek out new markets, but the process is slow

because most people have limited experience in a market economy.

2) Baganing
Before conducting the survey, we thought that rather than seeing exchange as a process

with mutual benefits, Bulgarians viewed trade as an opportunity to exploit a situation to its fullest

and then walk away. In contrast, the firms we interviewed understood that if the relationship was
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going to be long-term both parties had to benefit?

Reative market power can aso affect the bargaining process. The firmsinterviewed
answered overwhelmingly that bargaining took place in an environment where there was equal
bargaining power between the parties. See Table 5.

It is hard to judge whether the responses reflected firms thet really considered bargaining
power to be equal, or whether the firm actually had a more powerful position and therefore less to
complain about. These responses can be compared with the responsesin Tshie § on the
competitiveness of the markets for inputs and outputs. Output markets appear to be more

competitive than input markets and bargaining power appears to be more equa in output markets.

* Our sample may be biased here. Almogt dl the firms we interviewed have been in
business for more than two years. Phantom firms, whose behavior might be closer to our
origind perceptions, would be harder to locate for an interview. We gill believe that our
results suggest that there is a better understanding of these issues today than there was earlier
in the trangtion.



TABLE 5

Bargaining Power and Competitiveness of Markets

With Suppliers:

Do your relations with suppliers reflect equal bargaining power between parties?

VES.. ettt 22
31 TR 9
N=29

Could you easily change your supplier?

yes L 16
no, because we are bound by a long-term agreement... 5
no, because we are bound by common assets (real

estate property, equipment, equity,etc.)........ 1
no, because this might provoke retaliation harmful

to My bUSINESS ..o 2
no, there are no other good suppliers..., .. ... .. 6
other 4
N =27

With customers:

Do your relations with the customers reflect equal bargaining power between parties?

Could you easily change one of your magjor customers?

YES. o, oeratssreserersnee 17
no, because we are bound by a long-term agreement.. 3
no, because we are bound by common assets (real

estate  property, equipment, equityec)........ 0
no, because this might provoke retaliation harmful

tO MY DUSINESS . aceeererrrerererassersensnsenes !
other, please specify ... .. s 6

(eg., one has to export)
N =23
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Some state enterprises we interviewed, especially food processors, clearly had more market
power than their suppliers, particularly farmers.  Often this was due to the dominant regional
position they enjoyed. Under central planning they were often the only producer and their inputs
came from many farmers. While we could not judge how much control they had over the price,
the contractua terms of purchase suggested they were using their market power. Often firms with
superior bargaining power can use this power to impose contractua terms. These firms would
only make payment after they had time to inspect the qudity of the supplies. Payment is based
on their evauaion of the qudity.” However, we encountered one case where similar terms
were enforced by amilk processor in spite of the widespread decline in milk production. Thus an
dternative explanation is that these large food processors are the more efficient evaluators of
quality. (This would be the equilibrium economic explanation, not “bargaining power.”) Still,
this does not explain why the large firms delay payment to cash-c& strained smal firms.

In their business relations with West European companies, Bulgarian firms appear to be a
asubgtantia disadvantage. Severa interviewees described Situations where they were paid for
their goods only after the West European partner had inspected the goods. In contrast, the
Bulgarian firm had to pay for foreign supplies in advance or on delivery. A few firms which had
trade relations with a foreign firm for some time were very proud of the fact that they could now

obtain trade credit from their partner.

31 For example, one firm stated that it buys between 90-95% of the output of the local

market. After sudying the qudlity, it makes payment 30 days later. (Given high monthly
interest rates this is a consderable discount.) When asked if there were ever disputes about

the quality determination, the manager described a process where the supplier was brought in
and given a scientific demondration how the qudity levd was determined.
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3) Non-Legal Means to Enforce Agreements
From the literature on contract enforcement and the primitive development of the
commcercial court system in Bulgaria, it was our expectation that little reliance would be placed on
the courts. In most business communities norms develop which allow business to go forward.
The difficulty in Bulgaria is that there is so little experience with market relations. We look first
at the supply side where poor quality would constitute nonfulfillment of the contract and then at

the customer side where the concern is failure to pay.

a) Quality of Goods and Services

Macaulay (1963) described an important U.S. business norm as "...One ought to produce
a good product and stand behind it” In Bulgaria the transition from low quaity goods produced
under central planning to high quality goods produced in the market is far from complete, but
there is a growing sense of obligation to stand behind what you sell. The expectations of the
buyer regarding quality vary widely. Interviewees consistently said that, if there was a complaint
about quality, the seller would replace the goods. In one interview a buyer described how a
supplier had gone far beyond what was required when it was discovered that the inputs were
below expected qudity standards (replacing the supplies immediately with a larger quantity, for
free). Statements that suppliers would replace substandard goods were made by both buyers and
sellers.

A difficulty with maintaining quality is that the quality expectations of buyers is often
very low and in many instances quality controls are very poor. In severa interviews buyers were
frustrated with the low quality of inputs, but they did not see it as a violation of a contract. One

food processor had done calculations to show how much money could he saved if the quality of
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forage were higher. He offered his main supplier a higher price for improved qudity but could
not get the supplier to put qudity standards into the contract. Another frustrated milk processor
atributed the low qudity of milk to the restructuring of agriculture. Inexperienced farmers, new
to milk production, could not keep bacterialevelsdown.™  In fact, the farmers made no effort to
reduce bacteria levels, despite urging, free equipment, and ingtruction by the miik processor.

A private trading company involved in Western Europe related a case where a shipment
was rgected by a Western European company. Even though he questioned the honesty of the
Western European company, he made good on the shipment. However, when asked whether he
inspected goods that were shipped to his warehouses (and then shipped out to commercia
customers), he admitted that he did not.

In brief, there does appear to be a norm developing that suppliers have an obligation to
stand behind their products when they promise that a standard will be met. On the other hand the
expectations of buyers who have experienced the low qudity and service standards of the centra
planning system is very low.* The combination of these factors results in relatively few

contractual disputes with suppliers (compared to complaints about customers), as show in Table 6.

% In the food processing industry, qudity has another important dimension. There has
been great concern among consumers about the deterioration of food sanitation. The
government had controls when al food was processed by state companies, but new
adminigrative units had to be established to protect food supplies now that private firms are
involved. During our interviews we heard complaints that inspectors accepted bribes and that
the locd government in one area was intimidated by mafiatype figures when the municipaity
tried to enforce sanitation ordinances.

3 We discussed milk, cheese and yoghurt qudity with a number of producers. Two
described efforts to sl high-priced “fancy” yoghurt products, but felt that the deep depression
in Bulgarian incomes was limiting demand to the cheapest necessties.
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TABLE 6

Contractual Disputes
Suppliers:

Do you ever have formal written contracts with your suppiiers?

YOS oot 27
NO.eeeeretoresssrsronsssrmenssesmamsanarasessassssssns LO

(some multiple responses)
N=35

If you have written contracts, have you ever taken legal action against your supplier in case of
contract violation?

@ w

Customers:

Do you ever have contracts with your customers?

YE€Sureeraseane w23
111+ OO i1
N=31

If you have written contracts, have you ever had a disagreement with a customer about fulfillment
of a contract?

YES.. vttt 16
17 T 4
N=20
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b) Payment Practices

At this point in the development of the Bulgarian market sysem, most sdllers carefully
protect themselves againg future non-payment. The easiest way to manage thisisto ingst on
payment either before the transaction is completed or at the time that the transaction occurs.
Where pre-payment or coincidental payment does not occur, payment is often by bank transfer.
The mgor exceptions to this rule occurs when 1) along-term relationship has been established, 2)
the Bulgarian firm is anxious to sdll to aforeign (usualy West European) customer or 3) a Sate
firm or cooperative feds a socia obligation to sdll to a hospitd, school or other socid agency.
See Table 7.

TABLE 7
Payment  Guidelines

When you sl your product to a customer, do you typicaly require that these enterprises pay you:

before you ship the goods ... 15
when they receive the goods ... 23
within a specified time after receiving the goods...... 15
within an unspecified time after receiving the goods.. 0
N= 32

Conditions under which delayed payments were permitted:

Only with mogt reliable customers. ...
Only with specific CUSIOMES.. wvvrserrsersenrsee
With state budgetary units.........oeeeee.
FOreign  CUSIOMENS ......oovvvrmrrrrersssesssssssssens

No specid group identified..............ccoc...

N= 14

W — - N Ol

If the only products being produced in an economy were standardized products which

could be sold on spot markets, this would represent a great weaknessin the economy. There are
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important economies of scale from producing customized or semi-customized goods. |If contracts
could only be written for standardized goods, these economies would be lost. Most of the firms
we interviewed produced standardized products, but a few produced a semi-customized product
that is modified for individua customers. These latter firms generdly received prepayment that
approximately covered their costs during the early development of the product. For example, we
interviewed a private firm which produces semi-customized filling equipment for which there is
high demand. The firm was paid 40% within five days of Sgning a contract, 40% at ingpection

of the equipment two days before delivery, and 20% after the equipment is up and running. They
return ten days after the machine isin operation to help with any problems. This firm Stressed
that quaity was very important to them as was their overal reputation. They offer a one-year
warranty and repair contract. The firm’sinterests are protected since the scheme reflects the risks
they run in building a semi-customized product. The buyer, on the other hand, is running a
greater risk of losing their money if the equipment is not ddivered. A case occurred in which

two machines were ordered, but only one was actually purchased. The buyer lost the 40% down
payment.

Another form of contract enforcement is the use of mafia tactics. While we did not ask
any direct questions about mafia activities, several interviewees referred to such activities and
admitted to using enforcers when necessary. Some firms have found it necessary to hire enforcers
to protect themselves from others. One firm suggested that it was not safe to sdll its product
domedticdly (rather, it exported the product to a neighboring country). Another private firm was
concerned about responding to financial questions for fear that the information would be
disseminated. One firm, which admitted to using enforcers, made it clear that enforcers were used

in the private sector but not in the state sector.
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4) Enforcement through Legal Channels

From our reading of Macauley (1963) and Ellickson (1991), we expected that there would
be little litigation. We found the opposite to be the case. Many firms we interviewed had gone
to court or contemplated going to court. (See Table 8). Indeed, the courts are crowded with
commercial cases and backlogs are long. Several firms were also suing in foreign courts,
although success there appeared to be very limited.

There was a consensus among our interviewees, including some who were suing trading
partners, that court action was unlikely to bring redress. Several managers said-that they did not
bother with the courts because they did not expect to be compensated. Since this is the general
attitude, it is clear that managers do not depend on lawyers and courts to enforce their contracts.
It is also interesting that no one mentioned going to the police to propose criminal fraud cases
against “phantom” firms.

In spite of crowded court dockets, several firms were successful in court. The manager of
one firm that won a court case still complained that it took four months from filing suit before he
was paid. Another firm we spoke with expected to receive a chicken farm as compensation in the
near future. ** Still another firm had a considerable collection of farm equipment seized by court
order from debtors who had not paid. Although our sample is not large enough to verify this,
there appears to be gap between the low subjective probability which managers place on being
compensated through court action and the actual facts.

In addition to the regular courts, the Bulgarian Chamber of Commerce provides private

3% The chicken farm was bankrupt. The firm does not really want a chicken farm. It
cannot sell the farm, however, since the farm is state property. The firm plans to take out a
bank loan using the farm as collateral and then default on the loan. The firm obtains money
this way, athough less than they would like. Under the law, the bank is alowed to sell the
farm.
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arbitration procedures. Thus far, arbitration has been used mostly in settling disputes involving

foreign firms, but it is also available for settling disputes between Bulgarian firms. Judgments

still have to be enforced by the courts (should firms refuse to abide by the arbitration decision),

but arbitration decisions can be made much more quickly since the arbitrations courts, in contrast

to the backlogged legal courts, are little used.”

Given the low probability managers attach to success it is surprising that there is so much

court action. One explanation is that some state firms feel an obligation to sue as a signal to

superiors that they have done everything possible to resolve a dispute. Table 8 shows that state

firms do go to court more often than private firms.

Have Lawsuits
Against Suppliers?
Yes
No
N =22

Have Lawsuits
Against Customers?
Yes
No

Totas
Yes
No

State

TABLE 8

Who Goces to Court

Private  Cooperatives

2 0
3 4
! 0
5 1
3 0
8 5

* Mark S. Beesley and Stephan Kyutchukov from the American Bar Association’s
Central and Eastern European Civil Education Project provided us with important information
on the functioning of the court and arbitration systems.
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Another possible explanation for the large number of suitsis that, while the rewards from

going to court are smal, the cost of going to court isalso low. Macauley ( 1963) and Ellickson
(1991) see avery high cost in going to court. For Macauiey, court action generdly means the
end of an important business relationship. For Ellickson, many of the disputes he describes are
between neighbors who have to live near one another in the future. In the fluid Stuation which
presently exigts in Bulgaria, cutting off a customer who refusesto pay may be perceived as
having alow cogt, especidly if the other firm is sugpected of being a “phantom” firm. In
contragt, one large manufacturing firm we interviewed described a Stuation where they were
agonizing over a decision to sue an important foreign customer. They understood that this would
mean the end of an important relationship, but they were beginning to conclude that court action

was the only way they might receive payment.™

VII. Further Research and Conclusion

Our research to this point has developed a number of results, but there are some additional
points that might be developed further with the data available. Here are some points we plan to
examine further. (1) How gtrong is the law and enforcement on the prevention of fraud in
Bulgaria? Specificdly, is there alaw againg the sort of fraud (“phantom firms’ and refusa to
pay) we observed? Do prosecutors enforce laws againgt fraud? (2) How severe was the harm
from the breakup of firms, particularly those previoudy connccted with food processng? Thisis
an areawith particularly severe contractud problems. If the breskups were entirely arbitrary,

Mancur Olson’s principle that |osses due to deviations from competitive equilibrium should be

* We have not yet tested whether controlling for size of firm and length of time in
busness will affect this rdationship.
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small, should not hold. (3) Distinguish between equilibrium and out-of-equilibrium behavior.
Many of the early contracts that led to lawsuits were “mistakes,” we were informed; can they be
distinguished from current behavior? (4) Develop in more detail the underlying theory of
incomplete contracts in a transition economy. s Williamson's “mutual hostage” situation, where
firms face large individual deals from which each could renege, an important factor in causing
contractual failure? (5) While state entcrprisc firms were more likely to sue than other firms, is
that the result of other factors? Consider size of firms, age, and industry as additional factorsin a
regression anaysis.

Three and a half years after the “big bang” in Bulgaria, wc found that business firms faced
a great deal of flux and change. Business people were seeking new partners with which to trade,
and redefining old relationships. New market arrangements are developing and these are making
it easier for market trades to take place. A great dea of learning by doing has occurred in a
relatively short period of time.

The large number of lawsuits is one indication of the fluidity of the present situation. ‘ The
rules of the game are ill evolving. The last question in our survey was designed to elicit general
impressions about the present business climate. The results suggest that the evolution of stable
property rights still has a considerable distance to go. We asked people whether the following
statement applied to Bulgaria today: “The world is a jungle in which only the strongest survive.”
The answers revealed a variety of views about present conditions.

At one end of the spectrum were responses that reflect commonly held beliefs about the
business community: “Globally speaking « yes [it is a jungle]. Those who work honestly cannot
prosper.” A more common response, however, was more in keeping with the notion that

successful business people will be those who take a longer-run view: “The honest people and
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those who have long-run horizons will survive”  Still, most managers saw business as arough
and tumble world full of uncertainty. As one put it: “I prefer to be a wolf with good character.”
Several managers saw the present period as a temporary and unfortunate period; a period of
capita accumulation, not untike the U.S. “robber baron” experience at the end of the 19th century.
When this period ends, they are looking forward to a better future. As one manager expressed it:
“The cultivation of the jungle has begun and it will be turned into a garden.”
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